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P-H was engaged in the trade or business of ganbling on
horse races during 2001. Ps attached a Schedule C, Profit
or Loss From Business, to their 2001 Federal incone tax
return, on which they reported the results of P-H s ganbling
busi ness, including gross receipts of $120,463 and expenses
of $142,728, consisting of $131, 760 for wagers placed and
$10, 968 in expenses incurred in connection with the conduct
of the ganbling business. Ps deducted the excess of the
Schedul e C expenses over gross receipts, $22,265, as a
busi ness | oss agai nst their other incone.

R issued a notice of deficiency disallow ng $22, 265 of
Ps' clainmed loss fromganbling; i.e., the anmount by which
expenses fromP-H s ganbling activity exceeded gross
receipts fromganbling. R contends that Ps’ all owable
| osses fromP-H s ganbling business are |imted to the
reported gross receipts fromthe business pursuant to |I.R C
sec. 165(d). R further maintains that the “Losses from
wagering transactions” for purposes of I.R C. sec. 165(d)
i ncl ude both the $131, 760 cost of wagers placed by P-H and
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the $10,968 in expenses he incurred in connection with the
conduct of the ganbling business. Finally, R determ ned
that Ps are liable for an accuracy-rel ated penalty under
|. R C. sec. 6662(a) and (b)(2) for a substanti al
under st atenent of i ncone tax.

Held: |.R C sec. 165(d) applies to P-H
notw t hstandi ng his engagenent in the trade or business of
ganbling and limts his allowable | osses from wagering
transactions to the extent of gains from such transactions.
The hol ding of Offutt v. Conm ssioner, 16 T.C. 1214 (1951),
to that effect foll owed.

Hel d, further, trade or busi ness expenses incurred by
P-H in the conduct of the trade or business of ganbling,
ot her than the cost of wagers, are not subject to the
limtation of 1. R C. sec. 165(d) but are instead deductible
under 1. R C. sec. 162(a). The holding of Ofutt v.
Conm ssi oner, supra, to the contrary will no |onger be
fol | oned.

Hel d, further, Ps are not |iable for any penalty under
. R C. sec. 6662(a) and (b)(2).

Ronal d Andrew Mayo and Leslie Archer Mayo, pro sese.

M chael S. Hensley, for respondent.

GALE, Judge: Respondent determnined a deficiency of $9, 732
in Federal inconme tax and an accuracy-rel ated penalty under
section 6662(a) and (b)(2)?! of $1,387 with respect to

petitioners’ 2001 taxable year.? Respondent subsequently

Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code of 1986 as in effect during the taxable
year at issue, and all Rule references are to the Tax Court Rul es
of Practice and Procedure.

2The foregoing reflected, anong other adjustnents,
(continued. . .)
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conceded that petitioner Ronald Andrew Mayo (petitioner)® was in
the trade or business of ganbling during 2001 and al | owed
petitioner’s ganbling expenses (which totaled $142,728) to be
deducted as trade or business expenses to the extent of his gross
recei pts fromganbling ($120,463). The foregoi ng concessi ons
resulted in a reduced deficiency and accuracy-rel ated penalty of
$6, 993 and $1, 387, respectively. The issues for decision are:

(1) Whether petitioner’s engagenent in the trade or business
of ganbling entitles himto deduct the |losses fromhis ganbling
busi ness fromgross incone without regard to section 165(d),
whi ch all ows wagering |losses only to the extent of wagering
gai ns;

(2) whether petitioner is entitled to deduct the expenses,
ot her than the costs of wagers, incurred in carrying on his
ganbl i ng busi ness pursuant to section 162(a) without regard to
section 165(d); and

(3) whether petitioners are |liable for an accuracy-rel ated
penal ty under section 6662(a) and (b)(2) for substanti al

under st at ement of i ncone tax.

2(...continued)
respondent’s determ nation that petitioner Ronald Andrew Mayo was
not engaged in the trade or business of ganbling and was
therefore required to claimany ganbling | osses (but only to the
extent of ganbling gains) as item zed deducti ons.

SPetitioner Leslie Archer Mayo signed a joint return for the
t axabl e year at issue but had no active involvenent in the
ganbling activity.
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FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found. W
incorporate by this reference the stipulation of facts and the
exhi bits attached thereto.*

Petitioners resided in California when the petition was
filed.

The parties have stipulated that petitioner was engaged in
the trade or business of ganbling on horse races during 2001.
During that year he wagered $131, 760 on the outcone of horse
races and won $120, 463 as a result of the wagers he pl aced.
Petitioners attached a Schedule C, Profit or Loss From Business,
to the 2001 Federal inconme tax return on which they reported the
results of petitioner’s ganbling business. On the Schedule C
petitioners reported as gross receipts the $120, 463 of proceeds
frompetitioner’s winning wagers and deducted as an expense the

$131, 760 in wagers petitioner placed (wagering expenses).

“Petitioner reserved rel evancy objections to alnost all of
the stipulations and stipulated exhibits, including portions of
the 2001 Federal income tax return, the notice of deficiency
i ssued with respect to 2001, and the Notice CP2000 in which
respondent conceded petitioner’s status as a professional
ganbler. W hereby overrule petitioner’s rel evancy objections.
Certain stipulations concerning petitioner’s professional
educati on and enpl oynent appear germane only to the accuracy-
related penalty for substantial understatenent of incone tax.
Since we conclude that there is no substantial understatenent of
income tax on the 2001 return, these stipulations are not
material in any event.
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Petitioners also clained the foll owi ng as expenses on the

Schedul e C (collectively, business expenses):

Expense Anpunt

Car and truck $3, 109
| nt er est 91
Ofice 256
Travel 776
Meal s & entertai nnent 1, 651
Tel ephone & I nternet 670
Adm ssion/Entry fees 1, 251
Subscri ptions 1, 056
Handi cappi ng dat a 1, 960
ATM f ees 148
Tot al 10, 968

Petitioners deducted the total of the wagering expenses and
busi ness expenses ($142,728) fromthe reported gross receipts
fromwagering ($120,463), resulting in a reported net |oss on the
Schedul e C of $22,265. This figure was clainmed as a busi ness
| oss, which petitioners deducted from gross incone.?®

On June 9, 2003, respondent sent petitioners a notice of
deficiency for 2001 in which he determ ned that petitioner was
not engaged in the trade or business of ganbling and was
therefore required to claimany ganbling | osses (but only to the
extent of ganbling gains) as item zed deductions (pursuant to
section 63) and subject to the [imtation of section 68, rather

than as trade or busi ness expenses under section 62(a)(1l). On

SPetitioner’s gross incone consisted of wages, interest,
refunds of State and |ocal incone taxes, capital gain, pensions
and annuities, royalties, Social Security benefits, and trust
f ees.
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August 11, 2003, respondent sent petitioners a Notice CP2000 in
whi ch he conceded that petitioner was in the trade or business of
ganbling and that petitioners were therefore entitled to deduct
petitioner’s wagering expenses and busi ness expenses on Schedul e
C, but only to the extent of his gross receipts from ganbling.
Consequently, respondent allowed Schedul e C expenses of only
$120, 463, the anobunt of gross receipts reported from ganbling,
t hereby elimnating the $22, 265 net |oss from ganbling that
petitioners had clainmed as a deduction from gross incone.
Respondent’s limtation of petitioners’ allowable deductions from
ganbling to $120, 463 effectively disallowed both the excess of
the $131, 760 i n wageri ng expenses over the $120,463 in gross
recei pts fromganbling ($11,297) and busi ness expenses clained in
connection with the conduct of the ganbling business ($10, 968).

OPI NI ON

Application of Section 165(d) to the Trade or Busi ness of
Ganbl i ng

Section 162(a) generally allows a deduction for “all the
ordi nary and necessary expenses paid or incurred during the
taxabl e year in carrying on any trade or business”. Section
165(d), however, provides that “Losses from wagering transactions
shall be allowed only to the extent of the gains from such
transactions.” The parties have stipulated that petitioner was
in the trade or business of ganbling on horse races in 2001 and

that he “wagered” a total of $131, 760 on the outcone of horse
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races and won a total of $120,463 as a result of this wagering
during that year. Petitioner’s wagering expenses thus cone
within the description of both section 162(a) and section 165(d).

See, e.g., Boyd v. United States, 762 F.2d 1369, 1372-1373 (9th

Cr. 1985); N tzberg v. Conm ssioner, 580 F.2d 357, 358 (9th G

1978), revg. T.C. Meno. 1975-154 and T.C Meno. 1975-228; Ofutt

v. Comm ssioner, 16 T.C 1214, 1215 (1951); Crawford v.

Conmi ssioner, T.C. Menp. 2010-54; Valenti v. Conmm ssioner, T.C

Meno. 1994-483.

Petitioner contends that under Conmni ssioner v. G oetzinger,

480 U. S. 23 (1987), the limtation of section 165(d) on the
deduction of ganbling | osses does not apply to professional
ganblers. Cting the Suprene Court’s observation that “basic
concepts of fairness * * * demand that * * * [ganbling] activity
be regarded as a trade or business just as any other readily
accepted activity”, id. at 33, petitioner contends that section
165(d) does not apply to an individual engaged in the trade or
busi ness of ganbling since it does not apply to other trades or
busi nesses.

In 1951 this Court considered whether an individual engaged
in the trade or business of ganbling is subject to the section
165(d) limtation on wagering | osses, holding that the limtation

applied in these circunstances. Ofutt v. Conm ssioner, supra at
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1215-1216; % accord Skeeles v. United States, 118 C. d . 362,

372, 95 F. Supp. 242, 246-247 (1951). In recent years we have

repeatedly rejected the claimthat G oetzinger nodified this

settled |l aw and should be read as confining the application of
section 165(d) to casual or recreational ganblers and elimnating
the section’s Iimtation on the deduction of the ganbling | osses

of professional ganblers. See Crawford v. Comm Ssioner, supra;

Lyle v. Conm ssioner, T.C. Menob. 1999-184, affd. w thout

publ i shed opinion 218 F.3d 744 (5th Gr. 2000); Valenti v.

Conmi Ssi oner, supra.

In Valenti we considered this claimregarding Goetzinger at

I ength. W observed that, even though the ganbling | osses of a
prof essi onal ganbler fall under both the section 162(a) all owance
of deductions for trade or business expenses and the section
165(d) limtation on the deduction of |osses fromwagering, it is
a well-settled principle that section 165(d), as the nore
specific statute, trunps the nore general provisions of section
162(a). The former provision operates as a limtation on

deducti ons ot herwi se all owabl e under the latter. See Nitzberqg v.

Conmmmi ssi oner, supra at 358; see also Boyd v. United States, supra

at 1372-1373; Skeeles v. United States, supra at 247.

6Offutt v. Conm ssioner, 16 T.C. 1214 (1951), construed sec.
23(h) of the 1939 Code, a predecessor of current sec. 165(d) with
i dentical |anguage. The |anguage first appeared in the Revenue
Act of 1934, ch. 277, sec. 23(g), 48 Stat. 689, and has renai ned
unchanged si nce.




-9 -

Mor eover, we reasoned, the Suprenme Court in Goetzinger did

not consider the interplay between sections 162(a) and 165(d)
because the restriction in section 165(d) was not at issue in

t hat case. | nstead, the issue decided in G oetzinger was whet her

the taxpayer’s ganbling activities constituted engagenent in a

trade or business under section 162 “for purposes of treating his

ganbling |l osses as a tax preference itemunder the mni numtax

schene governed by sections 55 and 56." Valenti v. Conni ssioner,

supra. In Goetzinger the Suprene Court held that an individual

engaged in ganbling for his own account--that is, not providing
goods or services to others as would a casi no operator or
bookmaker--is engaged in a trade or business within the nmeaning
of sections 62(a)(1l) and 162(a), wth the result that his
ganbling | osses were not itens of tax preference for purposes of
the then-applicable alternative mnimumtax. As for the

suggestion that G oetzinger’'s holding regarding the trade or

busi ness status of certain individual ganblers elimnated the
section 165(d) limtation in the case of professional ganblers,
we noted in Valenti the consistent |ine of cases holding the
section 165(d) limtation applicable even where wagering
activities were conducted as a trade or business, citing Boyd v.

United States, supra, Estate of Todisco v. Conm ssioner, 757 F.2d

1, 6-7 (1st Gr. 1985), affg. in part and vacating in part T.C
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Menp. 1983-247, Nitzberg v. Conmi ssioner, supra,’ Skeel es v.

United States, supra, Ofutt v. Conm ssioner, supra, \Ward v.

Conmi ssioner, T.C. Menp. 1986-237, and Kozna v. Commi SSi oner,

T.C. Meno. 1986-177.8 See also Lyle v. Conmissioner, supra. The

section 165(d) limtation has been applied whether the
pr of essi onal ganbl er was an individual wagering for his own

account, see Boyd v. United States, 762 F.2d 1369 (9th Gr.

1985); Crawford v. Conm ssioner, supra; Tschetschot v.

Conmi ssioner, T.C. Meno. 2007-38; Praytor v. Conmm ssioner, T.C

Meno. 2000-282; Lyle v. Commi ssioner, supra; Kochevar v.

Al t hough Ni tzberg v. Conmi ssioner, 580 F.2d 357 (9th GCir
1978), revg. T.C. Meno. 1978-154 and T.C. Meno. 1978-228,
reversed two Menorandum Qpinions of this Court, the reversal
turned upon different views concerning whether the wagering
transactions at issue were those of the taxpayers or third
parties and not upon a different view of the applicability of
sec. 165(d) to wagering activities conducted as a trade or
busi ness.

8\ acknow edge that the Court of Appeals for the Ninth
Crcuit, to which an appeal would lie, has voiced sone doubts
regarding this line of authority. 1In Kent v. United States, 185
F.3d 867 (9th Cr. 1999), an unpublished opinion, the Court of
Appeal s stated that its decisions in N tzberg v. Conm ssioner,
supra, and Boyd v. United States, 762 F.2d 1369 (9th Cr. 1985),
“clearly hold that 8 165(d) limts the deduction of ganbling
| osses even of those who ganble professionally.” However, the
Court of Appeals went on to note:

It is true that the U S. Suprene Court’s 1987 deci sion
in Comm ssioner v. Groetzinger * * * casts sone doubt on the
continued vitality of the reasoning of N tzberg and Boyd,
but it did not overrule those decisions. Like the district
court, a three-judge panel of this court is bound by our
precedents. |If N tzberg and Boyd are not to be foll owed any
| onger, the court sitting en banc nust overrule them * * *
[Kent v. United States, supra.]
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Conmi ssioner, T.C. Meno. 1995-607; Kozma v. United States, supra,

an individual or partnership engaged in providing ganbling

services to others, see Estate of Todisco v. Conm Ssioner, supra;

Nitzberg v. Conm ssioner, supra; Ward v. Conmi ssioner, supra, or

an individual engaged in both, see Skeeles v. United States,

supra; O futt v. Commi SSioner, supra.

In Conm ssioner v. Goetzinger, supra at 32, the Suprene

Court made the follow ng observations regarding section 165(d):

Federal * * * |egislation * * * [has] been reluctant to
treat ganbling on a parity with nore “legitimte” neans of
making a living. * * * And the confinenent of ganbling-I|oss
deductions to the anount of ganbling gains, a provision
brought into the inconme tax |aw as 8 23(g) of the Revenue
Act of 1934 * * * and carried forward into 8 165(d) of the
1954 Code, cl osed the door on suspected abuses * * * put
served partially to differentiate genuine ganbling | osses
from many ot her types of adverse financial consequences
sustai ned during the tax year. * * *

Thus, contrary to petitioner’s contention, the Suprene Court

acknow edged t he congressional decision to treat ganbling | osses

differently fromother |osses for purposes of the Federal incone
tax, even when incurred as a “neans of making a living”. This
passage cannot be readily reconciled with petitioner’s contention

that Comm ssioner v. G oetzinger, 480 U S. 23 (1987), renoved the

section 165(d) limtation on | osses fromwagering transactions
when incurred in the conduct of a trade or business.

The | egislative history of the enactnment of the Revenue Act
of 1934 (1934 Act), ch. 277, sec. 23(g), 48 Stat. 689, the

predecessor of section 165(d), also supports the conclusion that
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the limtation on | osses fromwagering transactions was i ntended
to apply to all such losses, even if incurred in the conduct of a
trade or business. Before enactnent of 1934 Act sec. 23(9),
there was no statutory provision specifically directed at
wagering | osses. The courts had determ ned the deductibility of

| osses fromganbling on the basis of the predecessors of section
165(c)(2) that allowed deductions for | osses incurred in any
transaction entered into for profit, though not connected with a
trade or business.® Caselaw and adm nistrative rulings before
enact ment of 1934 Act sec. 23(g) held that the deductibility of
ganbling | osses depended upon whether the ganbling was illegal or
| egal and whether it was undertaken for profit rather than nmerely
for recreation. Losses fromillegal ganbling were deductible

only to the extent of gains therefrom Frey v. Conm ssioner, 1

B.T.A 338 (1925).1° Losses fromlegal ganbling were fully

deducti bl e agai nst other types of incone if the ganbling had been

°See Revenue Act of 1932, ch. 209, sec. 23(e)(2), 47 Stat.
180; Revenue Act of 1928, ch. 852, sec. 23(e)(2), 45 Stat. 800;
Revenue Act of 1926, ch. 27, sec. 214(a)(5), 44 Stat. 26; Revenue
Act of 1918, ch. 18, sec. 214(a)(5), 40 Stat. 1067 (1919)
(all owi ng deductions for losses incurred in any transaction
entered into for profit, though not connected wth the trade or
busi ness) .

1The Board of Tax Appeals reasoned in Frey v. Conm Sssioner,
1 B.T.A 338, 340-341 (1925), that a loss fromillegal ganbling
had not been “incurred” in any transaction entered into for
profit (wthin the nmeaning of sec. 214(a)(5) of the Revenue Act
of 1918) because the liability underlying the | oss was not
| egal | y enforceabl e.
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entered into for profit, see GC. M 10873, 1932-2 C. B. 85; see

al so CGronan v. Comm ssioner, 33 B.T.A 668 (1935) (construing | aw
before enactnent of 1934 Act sec. 23(g) as allow ng deduction of

| osses fromlegal ganbling agai nst nonganbling incone), and not
deductible at all if the ganbling had not been entered into for

profit, Beaunont v. Conm ssioner, 25 B. T.A 474 (1932), affd. 73

F.2d 110 (D.C. Cir. 1934).

Agai nst this backdrop, Congress decided in the 1934 Act that
the unlimted deduction for legal, profit-notivated ganbling was
i nappropriate. Instead, Congress determned that the judicially
devel oped rule for illegal ganbling, which limted | osses to
gai ns, should be extended to | egal ganbling. The report of the
Comm ttee on Ways and Means expl ai ned:

Section 23(g). Wagering |osses: Existing | aw does not

limt the deduction of |osses fromganbling transactions

where such transactions are legal. Under the interpretation
of the courts, illegal ganbling |osses can only be taken to
the extent of the gains on such transactions. A simlar

limtation on |losses fromlegalized ganbling is provided for

inthe bill. * * * [H Rept. 704, 73d Cong., 2d Sess. 22

(1934), 1939-1 C.B. (Part 2) 554, 570.]

See also S. Rept. 558, 73d Cong., 2d Sess. 25 (1934), 1939-1 C. B
(Part 2) 586, 605 (to sane effect). Since existing |aw at the
time of enactnment of the 1934 Act allowed | osses to be deducted
in excess of gains only in the case of ganbling entered into for

profit, see Beaunont v. Conm ssioner, supra, the limtation on

| osses in the 1934 Act was directed at profit-notivated ganbling
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only.* As noted, 1934 Act sec. 23(g) survives unchanged as
section 165(d). Section 165(d) was therefore fromits inception
intended to apply to profit-notivated ganbling. Wile casel aw at
the tinme of enactnent of the 1934 Act had not addressed ganbling
rising to the level of a trade or business as opposed to ganbling
constituting a transaction entered into for profit, Congress’
clear intention to limt |losses for profit-notivated ganbling
makes doubtful any claimthat Congress did not intend the section
165(d) limtation to apply to ganbling conducted as a trade or

busi ness. See also Ofutt v. Conmi ssioner, 16 T.C. at 1215

(finding no basis for distinguishing ganbling conducted as a
trade or business fromganbling constituting a transaction
entered into for profit for purposes of the section 165(d)

[imtation on wagering |l osses); Skeeles v. United States, 118 C

a. at 370-371, 95 F. Supp. at 245-246 (to sane effect).

On the basis of the reasoning of Valenti v. Conm ssioner,

T.C. Meno. 1994-483, and the additional reasons di scussed above,

we reject petitioner’s contention that Conm ssioner v.

G oet zinger, supra, requires a holding that the section 165(d)

Uonly later was the | anguage of sec. 165(d)--to the effect
that | osses fromwagering transactions “shall be allowed”--
interpreted as a liberalizing nmeasure in the case of recreational
ganblers, entitling themto deduct ganbling | osses to the extent
of ganbling gains without regard to profit notive. See Hunphrey
v. Comm ssioner, 162 F.2d 853, 855 (5th Gr. 1947), affg. in part
and revg. in part a Menorandum Qpinion of this Court; see al so
Wnkler v. United States, 230 F.2d 766, 774 (1st Cr. 1956).
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limtation on | osses fromwagering transactions does not apply to
persons engaged in the trade or business of ganbling. Instead,

followng Ofutt v. Conmm ssioner, 16 T.C 1214 (1951), we hold

that petitioner’s wagering expenses of $131, 760 constitute | osses
fromwagering transactions that are limted by section 165(d) to
t he gains he reported from wagering ($120,463), notw t hstandi ng
petitioner’s engagenent in the trade or business of ganbling.
Accordi ngly, respondent disallowance of $11,297 of petitioner’s
clainmed | oss is sustained.

1. Definition of “Losses from wagering transacti ons”

We nust now deci de whet her the section 165(d) limtation on
“Losses fromwagering transactions” is confined to petitioner’s
wageri ng expenses or extends to his business expenses, as the
parties dispute the point. An inplicit holding in Ofutt is that
a professional ganbler’s “Losses from wagering transactions” for
pur poses of section 165(d) include anmobunts expended on wagers as
wel | as other expenses incurred in carrying on the trade or
busi ness of ganbling. Respondent, relying on Ofutt v.

Conmi ssi oner, supra, and Estate of Todisco v. Conm ssioner, 757

F.2d 1 (1st Gr. 1985), contends that “Losses from wagering
transactions” covers both, so that petitioner may not deduct
either the $11, 297 excess of his wagering expenses over ganbling

gross receipts or the $10,968 in business expenses he clained in
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connection with carrying on his ganbling business.!? Ofutt and

Estate of Todisco held that section 165(d) limts anpbunts

expended on wagers as well as other expenses incurred in carrying
on the trade or business of ganbling, such as a booknaker’s
mai | i ng, printing, and stenographic expenses (O futt), or his

State taxes on wagering (Estate of Todisco). Petitioner, while

acknowl edging O futt, again argues that the subsequent opinion in

G oetzinger requires a different result; i.e., that the expenses

of carrying on his ganbling business (other than direct wagering
expenses) are deductible under section 162(a) without regard to
section 165(d).

Nei t her the statute nor the regul ations provide any
definition of “Losses from wagering transactions” as used in
section 165(d). The legislative history also provides no
insight, as it does not address this specific point. Ofutt
of fered no reasoning to support the conclusion that “Losses from
wagering transactions” should be interpreted to cover both the
cost of losing wagers as well as the nore general expenses
incurred in the conduct of a ganbling business. Although
Ofutt’s interpretation of “Losses fromwagering transactions”

has generally been followed by this Court in the 60 years since

2Respondent has not contended that the busi ness expenses
clainmed are not “ordinary and necessary” expenses of petitioner’s
trade or business within the nmeaning of sec. 162(a) or that they
have not been substanti at ed.
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the case was deci ded, see Praytor v. Conm ssioner, T.C. Meno.

2000- 282; Kochevar v. Comm ssioner, T.C Meno. 1995-607; Koznma V.

Conmi ssioner, T.C. Meno. 1986-177; 1 but see Meredith v.

Comm ssioner, T.C Meno. 1984-651 (all ow ng deduction of

prof essi onal ganbler’s transportati on expense where wagering
| osses exceeded gains), no Court of Appeals other than that for

the First Crcuit in Estate of Todi sco has had occasion to

directly address it. For the reasons di scussed bel ow, we
concl ude that reconsideration of Ofutt’s interpretation of
“Losses fromwagering transactions” is warranted and that it
shoul d no | onger be foll owed.

While no Court of Appeals other than that for the First
Crcuit has directly addressed whether “Losses from wagering
transactions” as used in section 165(d) enconpass the business
expenses of a professional ganbler, various Courts of Appeals and
this Court have considered the other side of the section 165(d)
equation--“gains fromsuch transactions”--and construed t hat
phrase quite narrowly. The Courts of Appeals for the Fifth and
Ninth Crcuits and this Court have rejected argunents for an

expansi ve readi ng of gains fromwagering transactions and

3\We have expressed some subsequent doubts, however, whether
the Ofutt hol ding concerning the nonwageri ng busi ness expenses
of ganbling is correct. See Kozma v. Conm ssioner, T.C Meno.
1986- 177 n.4 (quoting, wth reference to the Ofutt precedent,
Justice Brandeis in D_Santo v. Pennsylvania, 273 U S. 34, 42
(1927) (“It 1s usually nore inportant that a rule of |aw be
settled, than that it be settled right.”)).
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confined the phrase to the proceeds froma wager by the taxpayer
where the taxpayer stands to gain or |ose on the basis of chance.

See Boyd v. United States, 762 F.2d 1369 (9th G r. 1985); Allen

v. US Covt. Dept. of Treasury, 976 F.2d 975 (5th Cr. 1992);

Bevers v. Conmissioner, 26 T.C 1218 (1956); see also WIllians v.

Conmi ssioner, T.C. Menp. 1980-494. But see Libutti v.

Conmi ssioner, T.C. Menp. 1996-108.

In Boyd v. United States, supra, the Court of Appeals for

the NNnth Crcuit, in addition to finding that professional
ganbl er Boyd' s | osses from poker played as a casino enpl oyee to
attract custonmers were | osses fromwagering transactions limted
by section 165(d), was also faced with Boyd’s claimthat his
share of the casino’s “take-off” from poker ganmes conducted on
the prem ses constituted gains fromwagering transactions for
pur poses of section 165(d). Take-off was the fee the house
charged card players for playing poker in the casino, conputed
either hourly or as a share of each pot, and Boyd was paid
pursuant to his enploynent contract a portion of the take-off
fromthe poker ganes in which he participated.

Finding no statutory or regulatory definition of “gains from
wagering transactions”, the Court of Appeals reasoned that the

wor ds should be given their “ordinary neaning.” Boyd v. United

States, supra at 1373. The court summari zed the parties’

argunents and its conclusion as foll ows:
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The I RS argues that the phrase neans gain froma wagering
transaction entered into by the taxpayer. Boyd argues that
it means gain flowng to the taxpayer from a wagering
transaction, whether as a participant or as the house taking
a table rental. VWhile there is no controlling authority,
the RS position is nore persuasive. [ld.]

The Court of Appeals found persuasive this Court’s opinion in

Wllianms v. Conm ssioner, supra, wherein we held that “tokes”

given to bl ackjack deal ers by players were not the deal ers’ gains
fromwagering transactions eligible to be offset by wagering

| osses. Tokes are chips placed as a separate bet by a bl ackjack
pl ayer for the dealer. |If the player’s hand wi ns, the w nnings
fromthe separate toke bet are given to the dealer. The dealer-
taxpayers in Wllians argued that their toke income constituted
ganbling w nnings that could be offset by ganbling | osses. W
rejected that claim because the toke bet, under casino policy
and State | aw, remained under the control of the player until the
wi nnings, if any, were given to the dealer.! Thus, we

concluded, it was the player, not the dealer, who had entered
into a wagering transaction, and any gain received by the deal er
in connection with the transaction was not gain froma wagering
transaction. The Court of Appeals in Boyd adopted our reasoning
in Wllianms in holding that Boyd s share of take-off income was

not gain froma wagering transaction. Wile Boyd had cont ended

W noted that, for exanple, the dealer was not free to
take the “toke” chip before the cards were played, and a pl ayer
was free to take back a wi nning bet he had placed for a dealer.
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that the take-off inconme was gain froma wagering transaction
because it had “[flowed] to * * * [him froma wagering
transaction”, the Court of Appeals concluded that the take-off
i ncone was not gain froma wagering transaction because it was

not the result of a wager Boyd had entered. Boyd v. United

States, supra at 1373.

In Allen v. U S. Govt. Dept. of Treasury, supra, the Court

of Appeals for the Fifth Crcuit reached the sane result, on
simlar reasoning, as we reached in Wllians regarding a

bl ackj ack deal er’s toke inconme. The Court of Appeals reasoned
that since the dealer “has no part in deciding to nake the wager
and stands to lose nothing by it”, he does not have gain froma
wagering transaction as contenplated in section 165(d) when he
recei ves the winning proceeds froma toke bet nade on his behalf.

Id. at 976-977; see also Collins v. Comm ssioner, 3 F.3d 625, 631

(2d Gr. 1993) (taxpayer who stole racing tickets that generated
net ganbling | osses had theft inconme, not gain fromwagering
transacti ons under section 165(d)), affg. T.C. Menp. 1992-478.

In sum to the extent this Court and the Courts of Appeals
have considered the question, they have generally held that
“gains” from “wagering transactions” wthin the nmeaning of
section 165(d) nust be the actual product of wagers entered by
the taxpayer. Cenerally, it is not sufficient that the gain

arise nerely in connection with the conduct of wagering
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activities; the gain nust be the direct result of a wager entered
by the taxpayer.' By contrast, the holding in Ofutt v.

Comm ssioner, 16 T.C. 1214 (1951), is that “Losses from wagering

transacti ons” extends to expenses incurred in connection with the
conduct of a wagering activity, such as a booknmaker’s mailing,
printing, and stenographic expenses, even though such expenses
are not the direct result of a wager by the taxpayer. Take-off
and toke gains fromcard ganes have an equally close, if not
cl oser, nexus to wagering transactions as do the mailing,
printing, and stenographic expenses of a bookmaker. Yet the
|atter are treated as “fronf wagering transactions in Ofutt and
its progeny when the issue is what constitutes a |l oss, while the
former are not treated as “fronf wagering transactions by this
and ot her courts when determ ning what constitutes a gain.
Section 165(d) by its terns applies to | osses and to gains “front
wagering transactions. The use of different principles for
determ ni ng what constitutes a gain versus a loss “froni a
wagering transaction finds no support in the statute.

The narrower interpretation that has been applied to gains

fromwagering transactions, requiring that they be the result of

An exception is this Court’s Menmorandum Qpinion in Libutti
v. Comm ssioner, T.C Meno. 1996-108, which held that
conplinmentary goods and services provided to the taxpayer by a
casino to induce ganbling are gains fromwagering for purposes of
sec. 165(d). W nonet hel ess enphasi zed that the nexus of the
“conps” to the placenent of wagers was “close, direct, evident,
and strong.”
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a wager entered by the taxpayer, nore closely reflects the
ordi nary neaning of the words used in the statute, which is the

appl i cable standard. See Crane v. Conm ssioner, 331 US. 1, 6

(1947); Add Colony RR Co. v. Conm ssioner, 284 U S. 552, 560

(1932). Ofutt’s nore expansive interpretation of “Losses from
wagering transactions” as covering expenses that are not the
result of the taxpayer’s wager goes beyond the ordi nary neani ng
of the statutory phrase.

In addition, the Suprenme Court’s opinion in Conm Ssioner V.

Sullivan, 356 U S. 27 (1958), decided 7 years after Ofutt, casts
sonme doubt on the treatnent of a professional ganbler’s
nonwager i ng busi ness expenses as creating a |loss froma wagering
transaction limted by section 165(d). Sullivan concerned the
deductibility of the wage and rental expenses of the partners in
an illegal bookmaki ng operation. The Tax Court had held that
deductions for these expenditures were not allowabl e because the
expenditures were illegal. The Court of Appeals reversed our
deci sion, and the Suprene Court affirnmed the decision of the
Court of Appeals, holding that the bookmaki ng operation’s
expenditures for wages and rent were ordinary and necessary
busi ness expenses deducti bl e under section 162(a).
The anpunts paid as wages to enployees and to the | andl ord
as rent are ‘ordinary and necessary expenses’ in the
accepted neaning of the words. That is enough to permt the

deduction, unless it is clear that the all owance is a device
to avoid the consequence of violations of a law* * * or




- 23 -

ot herwi se contravenes the federal policy expressed in a
statute or regulation * * * . [1d. at 29; enphasis added. ]

Absent fromthe Suprene Court’s analysis was any reference to the
section 165(d) limtation on wagering | osses which, under the
reasoning of O futt, would be applicable to wages and rent
incurred in conducting a bookmaki ng busi ness.!® Wile, as
indicated in the | ower court opinions, the taxpayers in Sullivan
had sufficient wagering gains so that section 165(d) woul d not
have operated to limt the deduction of wage and rent expenses,
t he absence of any analysis to establish this point suggests that
the Suprene Court did not consider section 165(d) to apply to a
ganbl i ng busi ness’ expenses of this nature.

Mor eover, the Court of Appeals for the Nnth Grcuit, while
not expressly holding that the section 165(d) |limtation is
confined to direct wagering expenses, has nonet hel ess enpl oyed

reasoni ng which strongly inplies as much. In Boyd v. United

States, 762 F.2d 1369 (9th Cr. 1985), Boyd had al so sought to
deduct as busi ness expenses under section 162(a) his tipping
expenses and the take-off fees he paid in order to play poker at
the casino. Boyd was a refund proceedi ng, and the Court of
Appeal s held that Boyd was not entitled to raise his claimfor

deductions for the tipping and take-off fees because he had not

1®The taxpayer in Ofutt v. Conm ssioner, 16 T.C. 1214
(1951), was engaged in both bookmaki ng and ganbling for his own
account .
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sufficiently identified these grounds in his refund claimfiled
wth the Secretary, as required by the regul ati ons under section
7422(a). The Court of Appeal s distinguished between wagering

| osses and “expenses incidental to ganbling”, observing that the
latter “would not be subject to the section 165(d) deduction
limt.” 1d. at 1372. The Court of Appeals reasoned as foll ows:

In his claim Boyd stated that he “incurred | osses from
participating in the [casino] poker ganes” and that “[t]his
expense” was deducti bl e under section 162(a). “This expense”
plainly refers to the poker |osses, and nowhere does the
claimnmention tipping or take-off fees. Taken at its face
val ue, Boyd's claimdirected the IRS attention to |osses
incurred betting on poker hands, and nothing el se.

Mor eover, the wording of Boyd s alternative theory
strengthens this inpression. It refers to section 165(d),
whi ch provides that wagering | osses nay be deducted only up
to the anount of wagering gains, reinforcing by inplication
the claim s express statenment that the | osses for which
deduction was sought were actual wagering | osses, not other
unspecified expenses incidental to ganbling which would not
be subject to the section 165(d) deduction limt. [ld.; fn.
ref. omtted; enphasis added.]

I f the Court of Appeals had thought that Boyd s tipping and take-
off fees were sinply a conponent of |osses from wagering
transactions to which the section 165(d) |imtation applied, then
di stingui shing them from Boyd's “poker |osses” would not have
been necessary. Since Boyd's poker | osses exceeded his wagering
gains, the tipping and take-off fees clearly would have been
nondeducti bl e because they were |ikew se in excess of wagering
gains. Instead, the Court of Appeals distinguished the tipping

and take-off fees as raising different |egal issues than the
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poker | osses.” As a consequence, Boyd's failure to adequately
identify these other issues in his admnistrative refund cl aim
precluded the tipping and take-off fees frombeing raised in the
refund suit. A necessary prem se of the Court of Appeal s’
holding is that the tipping and take-off fees did not necessarily
constitute “Losses fromwagering transactions” within the neaning
of section 165(d).

Finally, the Conm ssioner has applied the holding in Ofutt

v. Comm ssioner, 16 T.C 1214 (1951), regarding the treatnent of

nonwageri ng expenses inconsistently. Since Ofutt, the
Comm ssi oner has successfully maintained in many cases that the
nonwager i ng busi ness expenses of a professional ganbler are

limted by section 165(d), see Estate of Todisco v. Conm ssioner,

757 F.2d at 6-7; Praytor v. Comm ssioner, T.C Mno. 2000-282;

Kochevar v. Comm ssioner, T.C. Mnob. 1995-607; Koznma V.

Conmi ssioner, T.C. Menp. 1986-177, while in other cases he has

conceded their deductibility notw thstanding section 165(d), see

Crawford v. Conm ssioner, T.C. Menob. 2010-54; Tschetschot v.

Conmi ssioner, T.C. Meno. 2007-38,18 or failed to assert the

Y"The Court of Appeals noted, for exanple, that |avish
ti pping mght raise the issue of whether it was an “ordinary and
necessary” business expense within the neaning of sec. 162(a),
and that take-off fees raised the issue of whether they should be
construed as a conponent of a wager’s cost rather than a business
expense.

8See also Orr v. Conmissioner, T.C Summary Opinion 2010-
(continued. . .)
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section 165(d) limtation on expenses of this type, see Meredith

v. Comm ssioner, T.C Meno. 1984-651. After respondent had taken

the position in this case that petitioner’s business expenses
were limted by section 165(d), the Internal Revenue Service
announced that it would no longer follow Ofutt or Estate of
Todi sco. See IRS Chief Counsel Attorney Menorandum AMO008-013
(Dec. 19, 2008). However, our failure to address Ofutt may
invite further adm nistrative inconsistency concerning a
prof essional ganbler’s entitlenent to deductions under section
162(a) for the nonwagering trade or business expenses of engagi ng
in ganbling.®®

For the foregoing reasons, we conclude that the holding in

Ofutt v. Conm ssioner, supra, that “Losses from wagering

transactions” include the trade or busi ness expenses of a
pr of essi onal ganbl er other than the costs of wagers, should no
| onger be followed. W accordingly hold that petitioner is

entitled to deduct under section 162(a) the $10,968 in business

18(, .. continued)
55. W do not cite Or as precedent, see sec. 7463(b), but
nmerely to docunment the Conm ssioner’s concession in that case
that ganbling-related travel expenses of a professional ganbler
wer e deducti bl e notw t hstandi ng sec. 165(d).

®Mor eover, respondent’s reliance on Ofutt in this case to
deny petitioner’s business expenses incurred in ganbling would
result in an addition to tax for substantial understatenent of
income tax if respondent’s position were upheld.
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expenses clainmed in connection with carrying on his ganbling
busi ness. 2°

I1l. Accuracy-Related Penalty

Respondent determ ned that petitioners are liable for an
accuracy-rel ated penalty under section 6662(a) and (b)(2) for a
substantial understatenent of incone tax on their 2001 Federal
incone tax return. Respondent’s determ nation was premn sed upon
t he di sall owance of both the $11, 297 excess of wagering expenses
over gross receipts fromwagering and the $10, 968 in busi ness
expenses not part of the costs of wagers. Since we have
sust ai ned respondent only with respect to the forner, the
resul ti ng understatenment would not be a substanti al
understatenment of inconme tax as defined in section 6662(d).
Accordingly, respondent’s determ nation as to the section 6662(a)
and (b)(2) accuracy-related penalty is not sustained.

To reflect the foregoing,

Decision will be entered

under Rul e 155.

Revi ewed by the Court.

COLVI N, COHEN, THORNTON, MARVEL, GCEKE, WHERRY, KROUPA,
HOLMES, GUSTAFSON, PARI'S, and MORRISON, JJ., agree with this
opi ni on.

2Respondent has not argued that any of petitioner’s clained
busi ness expenses were so integral to his wagers that they should
be treated as part of the wagers’ cost. W |eave any such issue
for anot her day.
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HALPERN, J., concurring: | agree with the result reached by
the majority and wite separately only to question the vitality

of our Menorandum Qpinion in Libutti v. Conm ssioner, T.C Meno.

1996- 108, in which we held that $2.5 mllion in conps (including
free cars and European vacations) that the taxpayer received from
an Atlantic City casino are “gains from* * * [wagering]
transactions” for purposes of section 165(d). The majority
describes Libutti as an “exception” to the general rule that
“‘gains’ from ‘wagering transactions’ wi thin the neaning of
section 165(d) nust be the actual product of wagers entered by
the taxpayer.” Majority op. pp. 20-21 and note 15. The majority
reports that in Libutti we enphasized that the nexus of the
“conps” to the taxpayer’s wagering was “close, direct, evident,
and strong.” WMjority op. note 15. Before that statenent in

Li butti, however, we stated: “Although petitioner’s receipt of

the conps did not directly hinge on the success or failure of his

wagers, he received the conps incident to his direct

participation in wagering transactions.” (Enphasis added.)
Conpare that statenent to what we say today: “GCenerally, it is

not sufficient that the gain arise nerely in connection with the

conduct of wagering activities; the gain nust be the direct
result of a wager entered by the taxpayer.” Majority op. pp. 20-
21. \Wether there is any material difference between “incident

to” and “in connection with” remains to be seen. And whether the
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Li butti result can survive as an exception to the general rule in
the light of our analysis herein also renmains to be seen.

GOEKE and HOLMES, JJ., agree with this concurring opinion.



